2 Diversification and asset allocation do not ensure a profit or protect against loss in declining markets. 3 Fidelity Retirement IQ Survey, March 2017. 4 For guidance on sustainable spending rates for retirees based on age, gender and risk tolerance, see David Laster, Anil Suri and Nevenka Vrdoljak, "Systematic Withdrawal Strategies for Retirees," Journal of Wealth Management, Winter 2012. 5 Each increase in prices forces retirees to spend more just to maintain their lifestyles. In fact, from the perspective of sustainability, each 1% increase in prices has the same impact as a 1% decline in the portfolio's value.
Clients nearing retirement can benefit from avoiding these common pitfalls:
1. Overspending 2. "Playing it safe" 3. Failing to address longevity and inflation risk 4. Not adhering to a retirement plan
Pitfall 1: Overspending
Think of your life savings as a personal financial garden whose produce you can harvest to help pay for retirement. You can improve your chances of harvesting a lifetime income that grows with inflation by spending in moderation, diversifying broadly and following a disciplined asset allocation strategy. 2 Those who draw down their wealth too rapidly risk depleting their savings.
How much may retirees safely spend? Many lack a clear sense. A survey asked pre-retirees over the age of 55 how much of their retirement savings they can safely spend each year without running the risk of exhausting their assets. Nearly four in ten said they could spend 7% or more per year and 15% felt they could spend 10-12% annually. 3 But, as explained below, the respondents most on target were the one in ten who estimated sustainable spending rates to be 5% or less. A 5% spending rate would mean that someone with $500,000 of savings spends $25,000 the first year of retirement and increases this amount with inflation in subsequent years. This rate may suit some retirees, but no single rate works for everyone. 4 The sustainable rate of retirement spending depends on numerous factors, including:
• The age of the retiree(s)
• Their risk tolerance
• Their asset allocation
• Their desire to leave a sizable bequest History shows that the sustainability of retirement spending also depends on how markets fare, particularly in the early years of retirement. Consider the hypothetical example of Bobbie, who is 95 years old. Bobbie retired at the end of 1972 at age 50 with $250,000 invested in a 50-50 stock/bond portfolio. If she had spent 3% of her portfolio the next year and then increased this spending in line with inflation, Bobbie's spending would have grown from $7,500 in 1973 to $39,400 in 2016. Her portfolio would have lasted until today, four decades later, growing in value from $250,000 to $1,500,000 (Table 1 ).
The value of Bobbie's portfolio would have evolved differently at other spending rates. At lower rates, it would have appreciated more rapidly (Exhibit 1). But at a spending rate of 5%, it would have been exhausted after 22 years. The higher the spending, the less time the portfolio would have lasted.
These results reflect the fact that 1972 was a challenging time to retire. Stocks fell 37% over the following two years. To add insult to injury, inflation over those two years was a cumulative 23%.
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Now suppose that Bobbie's cousin Billy had retired two years later, at year-end 1974, with the same size nest egg ($250,000), also divided 50-50 between stocks and bonds. Billy was far more fortunate than Bobbie. Billy missed the 1973-74 market debacle and earned solid returns at the start of his retirement. 
1972
Final Portfolio Value $7,000,000 $5,200,000 $3,300,000 $1,500,000 44+  44+  44+  44+  38  21  15  12  10  9  8 1974
Years of Spending
Final Portfolio Value $8,500,000 $7,100,000 $5,700,000 $4,300,000 $2,900,000 $1,500,000 $200,000 $0 $0 $0 $0 42+  42+  42+  42+  42+  42+  42+  29  20  16  13 Notes: For details on underlying assumptions, see Notes to Figure 1. These hypothetical results are for illustrative purposes only and are not meant to represent the past or future performance of any specific investment vehicle. Investment return and principal value will fluctuate and, when redeemed, the investments may be worth more or less than their original cost. Source: Calculations by Global Wealth & Investment Management, Chief Investment Office.
For Billy, like Bobbie, low spending rates were sustainable and high spending rates were not (Exhibit 2, see next page). But the specific levels of wealth attained by the portfolios were quite different. If Billy had spent at the same initial 3% rate as Bobbie, his wealth at year-end 2016 would be $4.3 million, as opposed to Bobbie's $1.5 million (Table 1 ). Bobbie's retirement portfolio could sustain initial spending rates up to 4%, while Billy's could sustain 6%.
These illustrations give some feel for the spending that a diversified retirement portfolio can sustain. Spending rates of 3% or less are likely sustainable, while those much above 5% may not be. Careful research confirms these observations. 6 The sustainability of spending rates within the range of 3-5% depends on the period in question as well as the other factors noted above.
These examples help dispel the misconception that one can "spend" average returns, an example of the "Flaw of Averages." 7 Thus, although a 50-50 stock/bond portfolio earned 8.3%
average annual returns net of fees from 1973 to 2016, its sustainable spending rate was far lower. To be sustainable, spending must be low enough to allow a portfolio the potential to grow with inflation. Even if the portfolio earned 8.3% each year without fail, had Bobbie spent this return, the portfolio's value would have stagnated. From 1973 to 2016, the inflationadjusted value of the portfolio and the constant income stream it generates would have eroded by 82%.
Pitfall 2: "Playing it safe"
A natural reaction to market turbulence is to "play it safe" by investing all or nearly all of a retirement portfolio in investment grade bonds or highly liquid, lower-risk investments like CDs, money market funds 8 or Treasury bills. But this seemingly conservative approach could actually prove riskier for retirees than holding a more broadly diversified portfolio that includes equities. Notes: Assumes a $250,000 investment that at year-end 1972 was allocated half to U.S. stocks (proxied by the S&P 500 Index) and half to U.S. bonds (1976 -2016 1973 -1975 Ibbotson U.S. Intermediate Government Bond Index) and rebalanced annually. It is not possible to invest directly in these unmanaged indexes. Returns are net of annual fees of 1.3%. Annual spending as a percentage of the portfolio for the first year is as indicated in the figure and rises in subsequent years with inflation (CPI-U). Withdrawals are taken at the end of each year. These hypothetical results are for illustrative purposes only and are not meant to represent the past or future performance of any specific investment vehicle. Investment return and principal value will fluctuate and, when redeemed, the investments may be worth more or less than their original cost. Source: Calculations by Global Wealth & Investment Management, Chief Investment Office.
New retirees should view themselves as long-term investors.
For a 65-year-old couple, there is a 1-in-4 chance of at least one spouse living past 97 and a 1-in-10 chance of at least one spouse living to 100. (Exhibit 3).
10 Funding a retirement that might last 30 years or more generally requires the higher longrun returns that equities have historically earned. We assume that stocks will continue to earn higher long-run returns than bonds (Table 2) Notes: The proxy for U.S. stocks is the S&P 500 Index; for U.S. bonds, it is a weighted average: 60% Ibbotson U.S. Long-Term Government Bond Index and 40% Ibbotson U.S. Long-Term Corporate Bond Index; for cash it is 1-month Treasury bills. These assumptions are provided for informational purposes only. They do not reflect actual investments, and there is no guarantee that these assumptions will be realized.
Results are illustrative and assume reinvestment of income and no transaction costs or taxes. One cannot invest directly in an index. Source: Chief Investment Office, January 2017.
We believe there are solid reasons to expect stocks to outperform bonds and cash over time:
• From 1926 through 2016, U.S. stocks, as represented by the S&P 500 Index, earned an average annual return of 10.0%, compared to 5.7% for U.S. bonds.
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• Stocks have exhibited superior long-term performance in many other countries as well.
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• Because stocks are riskier than bonds, investors require higher long-term returns from stocks. Absent this "risk premium," investors would shun stocks. How can retirees harness this uncertain long-run risk premium given that, as Keynes observed, "In the long run we are all dead"? Investing patiently and diversifying prudently can help. For example, a portfolio split evenly between stocks and bonds (as presented in Exhibit 1) realized negative returns in just four of the 25 years through 2016 (1994, 2001, 2002 and 2008) and lost more than 10% in just one year (2008, down 16.2%) . Moreover, in each of these four instances, the portfolio recovered from its losses within two years. Of course, past performance is no guarantee of future results.
Many retirees wish to play it safe by avoiding stocks. But a portfolio of bonds and cash, despite producing stable returns year-to-year, may not be the best answer for retirees. A balanced portfolio that holds both stocks and bonds may offer retirees a far better chance of not outliving their wealth. Notes: Assumes that a 65-year old female spends 4% of her wealth the first year of retirement and increases this spending in line with inflation in subsequent years. These withdrawals are taken at the end of each year, at which time the portfolio is rebalanced. The analysis reflects uncertainty with respect to the lifespan of a 65-year old woman, as reported in the Society of Actuaries Annuity 2012 Mortality Table. Risk and expected returns assumptions for stocks, bonds and cash are as given in Table 2 . These hypothetical results are for illustrative purposes only and are not meant to represent the past or future performance of any specific investment vehicle. Investment return and principal value will fluctuate and, when redeemed, the investments may be worth more or less than their original cost. Source: Analysis by Chief Investment Office.
Consider the hypothetical example of a 65-year-old woman with $500,000 to invest who wishes to draw 4% income, or $20,000, next year and amounts that increase in line with inflation in subsequent years. If she invests the portfolio entirely in cash, she will have year-to-year return certainty but, according to our analysis, only a 41% chance of not outliving her wealth. If she instead invests entirely in bonds, this likelihood rises to 50% (Exhibit 4). But if she allocates half the portfolio to bonds and half to stocks and rebalances the portfolio annually, her chances of not outliving her wealth rise to 76%.
Stocks are riskier than bonds with respect to daily or annual portfolio fluctuations. But if you are a retiree, there is another risk to consider: the risk of outliving your wealth. A broadly diversified portfolio that includes both stocks and bonds may reduce this risk.
Pitfall 3: Failure to adapt to uncertainty
Retirees can be blindsided by unanticipated risks. Many people need to retire sooner than expected or live longer than they imagined. Moreover, inflation can wreak havoc on a retirement plan, especially for those enjoying a long retirement.
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Timing of retirement
You may have in mind a retirement date and a plan to save enough by then. But there's a good chance you might retire sooner than intended due to circumstances beyond your control. Roughly one-in-four (24%) workers plans to retire before age 65, yet more than two-thirds (69%) of current retirees ended up doing so. What explains this disconnect?
More than half of those who retire sooner than expected do so because of a health problem or disability; for more than a quarter, the cause is a business downsizing or closure.
14 The strong possibility of retiring earlier than expected heightens your need to be well prepared, or even over-prepared. In planning for retirement, save early -and save often. If you find yourself among the many who retire sooner than expected and your wealth must last longer than originally anticipated, you may need to revisit your work options and spending plans.
Length of retirement
Many retirement plans assume a fixed time horizon, such as 30 years. This approach has two basic shortcomings. First, in most cases the planning horizon takes no account of a client's actual life expectancy. Second, even if the planning process does take the client's life expectancy into account, it may do so incorrectly. How, for example, should you plan for a remaining lifespan that may be 20 years, but may also be 40 years? 15 Being overly conservative may lead you to continue working longer than necessary in your current position or keep you from enjoying your retirement. But following an overly aggressive approach may cause you to retire too early or spend too freely, placing you at risk of exhausting your wealth.
13 For a more complete discussion of the key risks retirees face and ways to mitigate these risks, see David Laster, Nevenka Vrdoljak and Anil Suri, "Tackling Retirement Risks,"
Chief Investment Office, Spring 2016. 14 Employee Benefit Research Institute, "2016 Retirement Confidence Survey." EBRI also finds that 17% of those who retired earlier than expected cite the need to care for a spouse or other relative. According to a survey by the National Alliance for Caregiving and the AARP, 49 million Americans, or about 20% of the population, care for someone who is ill or aged. Caregivers provide 20 hours per week of care on average. 15 The uncertainty surrounding an individual's lifespan, called longevity risk, is a key risk facing retirees.
Complicating matters is the difficulty many encounter in estimating their life expectancy. Retirees are far more likely to underestimate life expectancy (62%) than to overestimate it (19%). 16 One reason for these underestimates is a failure to recognize that life expectancy increases with age. Another is that many people estimate their life expectancy based on how long their parents or other close relatives lived. Because life expectancies have grown markedly from one generation to the next, using relatives as a benchmark can lead people to underestimate their life expectancy.
Inflation
When planning for retirement, many do not adequately consider the corrosive long-term impact of inflation. For example, some Baby Boomers might recall that the price of a first class postage stamp was 4 cents in 1958. Today it costs 49 cents, a cumulative inflation rate of 1,125%. More generally, according to the Consumer Price Index (CPI-U), a typical basket of goods and services that cost $10 in 1958 cost $83 in 2016, an 88% erosion in the purchasing power of the dollar. Uncertainty regarding the ongoing rise of prices is known as inflation risk, another key risk confronting retirees. It is related to longevity risk because the longer a retiree lives, the more acute inflation risk becomes.
Inflation can spike suddenly. In the 1970s from 1972 to 1980, consumer prices more than doubled, imposing a serious burden on those living on a fixed income (Exhibit 5). Adding insult to injury, stocks and bonds have fared poorly in periods of high inflation. 1980 1979 1978 1977 1976 1975 1974 1973 1972 1971 1970 Source: Bureau of Labor Statistics.
Over the course of a long retirement, even moderate inflation can have a major impact. Inflation of 2.5% per year will erode purchasing power by 63% over 40 years (Table 3) . Three decades of 5% inflation will reduce purchasing power by 77%. Moreover, retirees typically experience higher inflation than the headline CPI-U figure reported in the media. This is because retirees consume a different basket of goods and services than the general populace does. Notably, medical care expenditures have twice the relative importance for a retiree as for a pre-retiree. From 2000 through 2016, medical care inflation averaged 3.7%, as opposed to 2.1% for CPI-U. Aside from inflation, as people grow older, their healthcare expenses tend to rise. 
Pitfall 4: Not adhering to a retirement plan
People nearing retirement can benefit from sound retirement planning, a process that a Financial Advisor can facilitate. Planning can offer assurance and comfort to those on track to retire, and guidance on how to improve retirement prospects to those who are not. With a sound strategy in place, clients can make prudent decisions on such matters as when to retire, how much they can afford to spend, and when to start receiving Social Security. Many find that the very process of developing a retirement plan offers a heightened sense of well being.
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The need for a retirement plan
One of the greatest threats to a secure retirement is the failure to plan. Yet, remarkably, only 48% of workers surveyed report that they or their spouse have tried to calculate how much money they will need to live comfortably in retirement.
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Most retirees need income from their retirement savings to fund living expenses, making it crucial to have a sound plan. Moreover, some retirees face challenges such as unexpected healthcare expenses. These concerns distinguish retirement planning from financial planning for other stages of life.
Sticking to a retirement plan
Dalbar produces an annual study gauging the impact of investor behavior on long-term portfolio returns. The study shows that individual equity fund investors realized a 4.7% average annual return in the 20 years through 2015, compared to 8.2% for the S&P 500 Index. 20 It concludes that the benefits of a longterm investment strategy are lost to the average investor, who generally abandons investments at inappropriate times, often in response to bad news.
What we believe gives investors the fortitude to stick with their retirement plans and hold investments despite market turmoil?
Confidence that their plan is well thought out and suited to helping them pursue their goals. What we believe investors want most is not to beat some market benchmark or to outperform their peers. We believe that investors want to achieve their personal goals, nothing more and nothing less.
To help its clients work toward achieving their goals, Merrill Lynch has developed a Goals-Based Wealth Management (GBWM) approach and a related suite of tools, with specific applications for retirees.
21 GBWM is designed to offer clients the confidence and courage to stay on course even when markets gyrate. 
Overcoming the Pitfalls
Having examined four retirement pitfalls to which many are prone, let's briefly recap and discuss some solutions.
Overspending. Most retirees have little idea how much of their savings they can safely afford to spend each year.
The answer varies, but is generally on the order of 3-5%.
Spending much more could put you at risk of reducing your retirement savings to a level that requires scaling back your lifestyle, perhaps substantially. If this amount seems inadequate, you might examine your spending patterns to identify which expenses are essential and which are discretionary. By eliminating or reducing some of the latter, it may be possible to reduce your spending rate to 3-5%.
Another possibility is to delay retirement. This need not mean continuing to work in your current position. It could be a "second act" career that allows you to work in a field or setting more to your liking. Indeed, a majority of older Staying with your plan. People are much more likely to adhere to a retirement plan if they feel comfortable with it.
Your Merrill Lynch Financial Advisor can help you structure your retirement portfolio in a way that helps you pursue your long-term financial goals, providing you the fortitude to stick with your plans even when markets turn stormy.
Just as you will get more out of retirement by staying physically fit, staying financially fit and avoiding these pitfalls can help you get more out of retirement. Your key to a secure retirement is a plan that helps you meet your financial goals. 
